This article relates to the growing amount of literature on the determinants of the location choice of Chinese ODI. The objective of the article is to investigate whether the improvement in political relations will encourage more investment to a host country or not. Also, the article aims to identify the asymmetric impact of political relations in different host countries. Research Design & Methods: Using information on bilateral events from People's Daily Database and the website of Chinese Ministry of Foreign Affairs, we establish an indicator for bilateral political relations. Then, this article empirically examines the impact of political relations on the location choice for Chinese ODI based on the quarterly data of foreign direct investment of Chinese enterprises from 2003 to 2014 using a fixed effect model. Findings: Regression results suggest that political relations have a positive and statistically significant effect on Chinese ODI. The relation rises by one unit, it is associated with an increase in Chinese ODI by USD 25.9 million. The results also suggest that Chinese firms would prefer developing host countries which have a good relation with China, especially those with a better legal system. Implications & Recommendations: It implies that not all host countries are affected by political relations in the same way. The improvement in the bilateral political relations will increase Chinese ODI to developing countries. In terms of developed host countries, instead of bilateral political relations economic development and the market size are main determinants for Chinese ODI. Contribution & Value Added: Instead of describing political relations with a single indicator, we build an indicator based on the political events methodology to analyse the location choice of Chinese ODI by using monthly data to capture the accumulated effect of events on political relations. Article type:
INTRODUCTION
Foreign direct investment is an important economic activity for a country to expand to overseas markets, optimise resource allocation and acquire strategic resources. Since the launch of the 'One Belt and One Road' initiative in 2013, China's foreign direct investment has grown rapidly. In 2016, investment was up to USD 196.15 billion, an increase by 34.7% year-onyear, and the average annual growth rate from 2002 to 2016 was as high as 35.8% (Statistical Bulletin on China's Outward Foreign Direct Investment, 2016). However, under the increasingly complex international political environment, the country's political risk encountered by Chinese companies during the overseas investment is growing. Especially the recent China-US trade conflict already exerts an adverse impact on Chinese investment to the United States. Due to the setback in economic and trade relations with the U.S., Chinese direct investment in the United States dropped by more than a third (35%) in 2017 compared with 2016, to USD 29 billion of consummated deals. Of all completed transactions in 2017, more than a half (60%) of the value stemmed from the completion of deals announced during the 2016 investment boom. In terms of new activity, the drop was even sharper -the value of newly announced Chinese acquisitions in the US fell to USD 8.7 billion in 2017, a drop of more than 90% in comparison with 2016 and the lowest level in six years (Hanemann & Rosen, 2017) . Furthermore, the growing regulatory hurdles in the US -mostly more complications getting clearance from the Committee on Foreign Investment in the United States (CFIUS) -may hurt Chinese investors' confidence, too. The impact of changing political relations on Chinese investors is not rare. Since Myanmar's democratic transformation in 2011, the projects of Chinese companies such as the Myitsone hydropower station and MonywaLetpadaung copper mine have been blocked. On March 30, 2015, the new government led by the National League for Democracy was sworn in. In March 2016, the new government of Myanmar adjusted the foreign investment policy and clearly stipulated that river bank dykes and mineral mining are prohibited areas for foreign investment in Myanmar (Du & Chen, 2016) . The above events highlight the importance of studying relations between countries and political risks that affect overseas investment of Chinese companies.
In 2016, China's foreign direct investment showed a rapid growth trend, accounting for 13.5% of the world's total foreign direct investment from 0.5% in 2002, and its volume ranks second in the world for two consecutive years. However, the situation of foreign investment of enterprises is increasingly complex. The replacement power in the host country, the adjustment of internal affairs and diplomacy, and the complexity domestic situation in the host country -they all increase potential risks for a company's overseas investment. Therefore, the main objective of the article is to measure the impact of bilateral political relations on China's ODI and to quantify the change in Chinese overseas investment due to the change in political relations with a host country. Besides, we also hope to identify the causal mechanism of political relations affecting FDI flows to different host countries.
The remainder of the article is arranged as follows. Section 2 describes literature related to our research and our possible contribution to the literature. Section 3 focuses on building the national relations indicator, as well as the explanation of variables and data sources. Section 4 empirically analyses the impact of bilateral relations on the location choice of Chinese investment using a fixed effect model and discusses empirical results, and Section 5 concludes the article.
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LITERATURE REVIEW
The political relations among nations are an external political relationship based on national security, strengthening economic exchange and enhancing the influence of the country. It includes diplomacy, war, alliances, trade, cultural exchange, participation in international organisations and other activities (Hu, 2016) . Along with the expansion of Chinese overseas investment and an increase in political risks, scholars began to pay attention to the impact of bilateral political relations on investment location choice and the scale of investment.
Casual Mechanism between Political Relations and FDI
A growing amount of literature in the fields of economy and politics has investigated the effects of political relations on FDI. The majority of the research demonstrates that a good relationship between home and host countries facilitates FDI (Nigh, 1985; Bandelj, 2002; Desbordes & Vicard, 2009; Desbordes, 2010; Fornes & Butt-Philip, 2011; Zhang, Jiang, & Zhou, 2014) . A few studies find that a deteriorating international relationship cannot influence MNEs' investment decision due to the effect of sunk cost (Davis & Meunier, 2011) . Other studies find that whether political relations have an impact on direct investment depends on other factors, such as economic development level, institutional quality, etc. (Li & Vashchilko, 2010; Desbordes & Vicard, 2009 ).
There are four casual mechanism between political relations and FDI. Firstly, the literature on the impact of political relations on corporate investment in the early period believed that the focus on the political aspects of investment environment came mainly from investors' subjective perception of the political environment of the host country. Nigh (1985) believes that home investors themselves have to pay close attention to interstate cooperation or the impact of conflicts on the host country's business environment. The statistical analysis of US manufacturing FDI finds that national conflicts have significantly reduced US investment, while inter-nation cooperation increases it. Secondly, the rational expectations of investors will influence the ways in which interstate conflicts change investment behaviours. Forward-looking investors integrate their anticipation on how political conflicts affect expected return into investment decisions. Once the risk of political conflicts is expected to be high, they may reduce investment before conflicts occur. But the reality is that companies cannot perfectly assess the risks involved and can only make adjustments ex post when facing unexpected violent acts (Li, 2006; 2008) . Li (2006) finds that unanticipated interstate war reduces the chance of a country as an investment location, but has little effect on the amount of FDI inflow. Thirdly, the national relations (military conflict and security alliance) will change the government's policy towards international business and investor expectations of political risk, which in turn will influence the choice of the host country (Li & Vaschilko, 2010) . Biglaiser and DeRouen (2007) prove the above mechanism by analysing how the presence of U.S. troops encourages U.S. capital inflows to 126 developing countries. Because they believe U.S. troops in host countries signal positive relations and possibly alliances between the U.S. and host countries, ensuring investment stability available to U.S. firms. Finally, bilateral relations affect investment in host countries by changing the cost of entry and exit. A good bilateral relationship lowers the productivity cutoff for firm entry from one home country while conflict raises it (Li, Vaschilko, & Vaschilko, 2010) .
Political Relations and Chinese ODI
Political relation as an important bilateral institutional arrangement has become an important reference for investment decisions. Since political relationship has a complementary effect on institutional environment of host countries, good relations can significantly promote the profits of enterprises' ODI. Especially for host countries with poor institutional environment, the complementary effect is more significant . In addition, scholars tend to describe bilateral relations with the establishment of diplomatic relations, high-level officials' visits, the number of friendly cities, interstate conflicts, and signing Bilateral Investment Treaties (BITs). Findings are that the longer the establishment of diplomatic relations between China and the host country and the more friendly cities, the more investment flows from China to the host country. Also, frequent and friendly diplomatic activities are conducive to alleviate the adverse impact of poor institutional environment of the host country on investment (Zhang & Jiang, 2012) . Xiao and Jiang (2014) suggested that state leaders' political interaction has significantly increased the Chinese ODI scale and reduced the relative volatility of investment. In addition, a BIT is considered as a mechanism for host governments to credibly commit not to expropriate investors in the future. Therefore, BITs are effective in promoting FDI inflows to developing countries and may even substitute for weak domestic institutions. Besides, the effect of the entry of a BIT into force of crucially depends on the quality of political relations between the signatory countries; it increases FDI more between countries with tense relationships than between friendly countries (Neumayer & Spess, 2005; Desbordes & Vicard, 2009; Busse, Kniger, & Nunnenkamp, 2010) . Research on Chinese ODI shows that BIT does promote the scale and diversification degree of enterprises' investment (Yang, Liu, & Zhang, 2016) . Moreover, the effect of BIT differs across the institutional environment of a host country, and it plays more important role in promoting investment to countries with poorer institutions (Zong, Lu, & Wu, 2012) . Because good political relations serve as an alternative arrangement to effectively reduce the uncertainty and encourage the investment to host countries with relatively high institutional risks (Pan & Jin, 2015) . Furthermore, the bilateral political relations have a stronger promoting effect in ODI of resource intensive industries, while it does not have a significant promoting effect in the infrastructure industry, which is more vulnerable to bilateral political situation and local governments .
Political Risks and Enterprises' Overseas Investment
Some studies focus on how political risks (bureaucratic corruption, political turmoil and terrorism) affect investment. The results show that firms tend to invest in countries with stable government, low corruption, and less to be the target of terrorist attacks (Mancuso, Dirienzoce, & Das, 2010; Quer, Claver, & Rienda, 2012; Li & Liang, 2012; Vladimír, Lenihan, & Andreosso, 2014) . Research on Chinese ODI arrives at similar conclusions that enterprises invest more in countries (regions) with higher political stability. Because the political risks are relatively small, the sound legal system can effectively protect the rights of investors and guarantee the implementation of contracts (Gao, 2011; Xie, 2015; Meng & Dong, 2015) . Although some research has shown that host countries' political risk does not seem to hinder Chinese investment, it does not mean that Chinese investment has a preference for political risks, but because the 'shielding' effect of strategic natural resources of a host | 15 country on political risks (Wei & Chen, 2009 ), or because good political relations between China and host country reduce the political risk (Quer et al., 2012; Li & Liang, 2012) . The higher the host country's political risks, the more companies tend to adopt sequential investments, and investment experience can help companies to avoid and reduce some political risks and improve the ODI probability in that host country (Li & Qi, 2017) .
As to the influence of political relations on enterprises' investment, the existing literature has achieved relatively rich outcomes in the area. But scholars usually describe political relations with a single indicator, including the establishment of diplomatic relations, high-level officials' visits, friendly cities, interstate conflicts, signing BITs, government stability and control of corruption, etc. We believe the above isolated indicator cannot fully reflect the political relations between countries, since it may ignore the changes in relations caused by unexpected events. Therefore, based on the political events methodology by Yan (2004; 2010) , our article contributes to the growing literature that analyses the location choice of Chinese ODI by using monthly data to capture the accumulated effect of events on political relations.
MATERIAL AND METHODS
Based on the above related literature, in this article we test the hypothesis that the location choice of Chinese outward investments depends to a large extent on bilateral political relations. Since the institutional quality varies across countries, we also compare the different effects of political relations on Chinese ODI in developing and developed countries.
Variable Measurement and Data
The variables in this article include China's foreign direct investment flows, political relations, real GDP, real effective exchange rates, openness, and variables for host country institutions (laws and regulations, corruption control). We collected quarterly data from 40 countries (regions) from 2003 to 2014. Each variable is explained as follows:
Dependent Variable
The investment data comes from the China Global Investment Tracker provided by the American Heritage Foundation and the Global Outward Investment Database provided by FDI Markets. The stock data cannot accurately reflect the impact of political relations on current ODI due to the accumulated effect of historical events. Therefore, we use the flow of ODI instead of the stock. We select the top 40 host countries (regions) of China's foreign direct investment which accounts for 94.5% of the total investment in 126 countries (regions) 1 . We hope to capture the characteristics of China's ODI with the sample.
Main Independent Variables

Political relations Re
: We construct an index for describing bilateral political relations based on the methodology proposed by Yan (2010) . Firstly, we select relevant events by keywords and then assign scores to each event according to their impact on bilateral relations. The events include but are not limited to the establishment of diplomatic relations, top officials' visits and signing BITs, etc 2 . Secondly, we calculate each event impact score using formula (1). Lastly, we aggregate impact score to get monthly data. We are able to capture the positive or negative impact of each event more accurately by overlapping the impact of historical events on bilateral relations. All bilateral events information comes from People's Daily Database and the website of Chinese Ministry of Foreign Affairs. The events could be dated back as early as October 1949 and the latest data we have is update to December 2014. The formula for event impact is as follows:
where: -indicates the impact score of an event when the relationship between the two countries was at ; -is the absolute value of the scope for changes in relations which is 9. For example, declaring war against an ally's enemy or taking the initiative to return the originally occupied territory to each other is considered to have the greatest positive impact on bilateral relations. So events like that score 9. While declaring the independence of a confederation or declaring war against each other indicates the worst bilateral relations which will have a score of -9; -is the initial value of the relationship between two countries when the event happened; -is the assigned score for each event. It is reasonable to think that the impact of the same event will be different when bilateral relations are different.
Take the establishment of a strategic partnership for example, its impact could be much greater when the two countries are hostile towards each other than that when they are very close to each other. Therefore, we adjust the initial assigned score of each event to be the impact score to reflect the above difference.
Control Variables
1. lnGDP is the logarithm of a host country's real GDP. It is an indicator for market size which attracts market oriented FDI. The data comes from the Economist Intelligence Unit (EIU) quarterly Country database. 2. Open shows the openness of a host country. It is calculated with the share of total exports of services and goods to the country's real GDP. The total exports of services and goods are from the quarterly database of EIU. 3. Rate refers to the real effective exchange rate of the host country's currency against China Yuan
3
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and returns affecting ODI of enterprises. The data comes from the EIU's quarterly Country database. Rates for countries including Argentina, Hong Kong, India, Mexico, Peru, South Africa, Taiwan, Thailand, Turkey, and United Arab Emirates are from the Bank for International Settlements monthly data. The host country's quarterly rate is the rate for the last month in a quarter. 4. Institution measures the host country's institutional quality. Since lack of protection of property rights increases the risk of the expropriation of private assets, and the imperfect market system (such as corruption) may increase the cost of investment. Also, public goods (such as infrastructure) provided by the government rarely reach the standard with poor institutions in a country. All the above affects the expected return on investment (Bloigen, 2005) . In addition, Xie (2013) emphasized that a sound legal and institutional environment can be one of the most important attractiveness for investment. Therefore, we select corruption control (corrupt) and rule of law (law) as proxy variables for the quality of institutional environment. Corrupt reflects perceptions of the extent to which public power is exercised for private gain and law reflects perceptions of the extent to which agents have confidence in and abide by the rules of society, and in particular the quality of contract enforcement, property rights, the police, and the courts, as well as the likelihood of crime and violence. The data comes from World Bank's World Governance Indicator (WGI). Table 1 provides descriptive statistics for the above mentioned variables. Investment flows to a host country ranges from 0 for Argentina in 2003 to 5.3 billion dollars for the United States in the 3rd quarter 2014. The relatively large standard deviation of investment shows a big difference in attracting China's investment in the above countries. Also the large standard deviation of bilateral relations and rate indicates that the interstate cooperation and relative value of currencies are quite different as well. Besides, law and corrupt have relatively small standard deviations.
Estimation Strategy
Following the discussion on variables above, we formulated the regression model as follows: = + Re + ! + " ln%& + ' ( ) + + * !+) ),) ! + -+ . + /
REER provides a better indicator of the macroeconomic effects of exchange rates than any single bilateral rate (Klau & Sau Fung, 2006) .
where: , ) -represent the host country and time (quarter) of the investment; -is the direct investment flow from China to host countries; Considering the lag effect on investment decisions caused by changes in political relations; Re -is political relations lagged by one quarter; ! -indicates host country's openness; ( ) -is the real effective exchange rate for the host country's currency; !+) ),) ! -measures host country's institutional quality, including corruption controls and the rule of law; ln %& -is the host country's gross domestic product in the logarithm form in order to alleviate possible heteroskedastic problem; --represents unobservable factors that change with the country but do not change over time; . -is fixed effect for years; / -is error item. In another word, a year fixed effect is controlled to isolate the time trend of investment in case of the estimates are over biased.
Therefore, by controlling both year and country fixed effects, we are able to control the impact of country-specific characteristics and some unobservable time-related factors on investment. Table 2 presents results on how bilateral political relations between China and the host countries shape the patterns of Chinese outward investment. We do find that the estimated coefficient for political relations is positive and statistically significant. That is, the improvement of the bilateral relations encourages Chinese enterprises to invest in the host country. Referring to the relation index, we could say that more frequent top officials' visits, establishment of strategic partnership, more friendly cities, signing BIT help to improve bilateral relations, thus promote the investment by reducing transaction costs and uncertainty. We can also infer from the estimation results that if the relation increases by one unit, it is associated with an increase in Chinese ODI by 25.9 million USD (model 6).
RESULTS AND DISCUSSION
Benchmark Results
We find that the coefficient on open indicates a significantly negative relationship between openness and Chinese ODI due to the substitution effects between trade and investment (Brainard, 1997; Chen, 2010) . Given the bilateral relations, the more open the host country, the lower trade costs which may induce enterprises entering into the overseas market via trade instead of investing. Besides, ODI is motivated by resource, market or technology acquiring, so reducing investment costs is not the main reason for Chinese ODI to some countries.
Not surprisingly, the coefficient of host country's GDP is insignificant, which suggests that Chinese investment is not motivated by market-seeking. Law is positively significant at 1%, indicating that improvement in host countries' institutional environment attracts more Chinese investment. In addition, corruption becomes a barrier to foreign investment by raising transaction costs and reducing the public trust in the government as well as the efficiency of bureaucratic agencies. It is consistent with the positive coefficient of corrupt, that better control of corruption contributes to reducing the barriers and attracting more investment. Note: Standard errors are in parentheses; ***, **, and * are significant at the 1%, 5% and 10% levels respectively. Source: own study.
Not surprisingly, the coefficient of host country's GDP is insignificant, which suggests that Chinese investment is not motivated by market-seeking. Law is positively significant at 1%, indicating that improvement in host countries' institutional environment attracts more Chinese investment. In addition, corruption becomes a barrier to foreign investment by raising transaction costs and reducing the public trust in the government as well as the efficiency of bureaucratic agencies. It is consistent with the positive coefficient of corrupt, that better control of corruption contributes to reducing the barriers and attracting more investment.
Sub-Sample Results
Considering the availability of data, the full sample is divided into two sub-samples -developing and developed countries or regions 4 . Then we introduced the intersection term of political relations and GDP, political relations and open to examine how relations affects firms' investment via openness. As shown in Tables 3 and 4 , even with the introduction of interaction terms, bilateral relations still have a very strong influence on Chinese ODI to developing countries. The significant positive sign of the variable indicates its impact exerted on Chinese ODI. Besides, the coefficients on both control of corruption and rule of law are positively significant at 5%. This result suggests that Chinese firms would prefer developing host countries which have a good relation with China, especially those with a better legal system.
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As for developed host countries, either bilateral relations or institutions do not significantly affect Chinese ODI. This may because Chinese investment to such locations is mainly motivated by market-seeking. Furthermore, the role of political relations in protecting investment is greatly weakened in countries with better institutions. In contrast, openness and exchange rate now become significant. The more open a host country is, the less investment is attracted to it, indicating the substitution between trade and investment. An increase in real effective exchange rate will make the host countries less attractive by raising both the fixed costs and labour costs. Obviously, the two interaction terms are insignificant for developing host countries, suggesting that the openness and market size will not change the impact of bilateral relations on investment. However, when we look at developed countries, the negative sign of interaction between relation and open suggests that the role of political relations is weakened for countries which are more open. And the positive sign of interaction between relation and GDP indicates that the role of political relations is strengthened. In other words, Chinese firms are attracted to friendly host countries with a large market.
Robustness Check
Good political relations help promote bilateral investment, while at the same time bilateral investment is helpful to remove cultural and institutional barriers, thus strengthen bilateral relations. Therefore, it is possible to have reverse causality between political relations and investment, resulting in biased estimates. To deal with this problem, refer to Desbordes and Vicard (2009) and Liu and Yang (2016) .We introduce relations lagged by three quarters as the instrumental variable of the political relations in benchmark model. The results of two-stage least squares with instrumental variable are consistent with the above fixed effect model (Table 5) . That is, the improvement in political relations could significantly promote Chinese investment, suggesting the robustness of our conclusions. 
CONCLUSIONS
This article contributes to the literature on the determinants of Chinese ODI. We quantitatively measure the bilateral political relations between China and forty major host countries on monthly basis from 1950 to 2014. Then, building on the literature on political relations or risks and FDI in general, we identify the causal mechanisms of political relations and Chinese outward investment. Using fixed effect regression model, our main findings are consistent with the recent research focusing on political factors explaining China's ODI. The effects of political relations in promoting Chinese investment are varying across countries. It works very well for developing hosts but it seems not to work for developed hosts. Since better political relations complement to the imperfect institutions in developing countries, the risk-
The Impact of Political Relations on China's Outward Direct Investment | 23 reduction effect of good political relations is much greater than that for developed countries. There is no evidence for firms investing in countries with high political risks. Even if it is true in few cases, their behaviour can be explained with our model. In addition, investments in developed countries are mainly driven by market or technology, which make the role political relations less important in determining the location of Chinese ODI. When making investment decisions, Chinese MNEs' do take the bilateral political relations into account. However, it is far from enough. The main policy implications of our findings are that firms should look closely at the interaction between political relations and the institutional environment of a host country, especially hosts with poor institutions. In that case, building the early warning system for political risks is necessary for firms' strategic investment decision. Furthermore, investors should make good use of but not overly depend on bilateral relations, and cooperate with local firms based on the factor endowments. Finally, investing sectors are better to be consistent with the strategy of both China and host countries. For example, with the guidance of 'Belt and Road' initiative and 'Thirteenth Five-Year Plan', the outward investment should focus on the Internet combined with manufacturing, finance, information and communications, smart energy, smart healthcare, transportation and dynamic environmental monitoring services. Also, Chinese and European firms should strengthen their cooperation in areas such as transportation infrastructure, power energy and digital infrastructure within the framework of 'EU Infrastructure Investment Plan' (Juncker plan).
Despite the above contributions, we believe that our empirical research has some limitations that can be addressed in future research. The main limitation may be that certain variables that may also have an influence on location decisions could not be included, such as trade, characteristics of firms and different types of FDI. Depending on a firm's productivity and the motivation of FDI, the political relations linked to each location may play a very different role. For example, firms with higher productivity (i.e. huge fixed costs with economies of scale) seeking strategic asset may be far less reactive to political tensions. In addition to this, due to the availability of data we were unable to evaluate the change of Chinese ODI flowed to Belt & Road countries driven by the initiative. It will be left for future research when more data are available.
